s 

354.85 
L72SA 
1998 


1 


Legislative  Audit  Division 


State  of  Montana 


Report  to  the  Legislature 


December  1998 


Financial-Compliance  Audit 

For  the  Two  Fiscal  Years  Ended  June  30, 1998 


State  Auditor's  Office 


STATE  DOCUMENTS  COLLCCTiON 

!iAR  3 :  rm 

f:Or^TANA  STATE  LIBRARY 

1515  E.  6th  AVE. 
HELENA,  MONTANA  59520 


This  report  contains  six  recommendations  to  the  office  related  to: 

>  Insurance  and  security  settlements. 

•■  Insurance  security  deposits  not  recorded  on  the  state's  accounting 

records. 

•■  Abatement  of  training  travel  expenses. 

»-  Recording  financial  information  on  the  state's  accounting  records  in 

the  proper  classifications. 
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December  1998 


To  the  Legislative  Audit  Committee 
of  the  Montana  State  Legislature; 

This  is  our  fmancial-compliance  audit  report  on  the  State  Auditor's  Office  for  the  two  fiscal 
years  ended  June  30,  1998.  hicluded  in  this  report  are  recommendations  concerrung 
insurance  and  securities  settlements,  msurance  security  deposits,  abatement  of  training  travel 
expenses,  depositmg  secunty  examination  fees,  mcorrect  use  of  revenue  and  expenditure 
categones,  madequate  segregation  of  duties,  and  the  office's  revenue  receipt  system  not 
reconciling  with  the  state's  accounting  system.  The  office's  written  response  to  the  audit 
recommendations  is  included  in  the  back  of  the  audit  report. 

We  thank  the  State  Auditor  and  his  staff  for  their  assistance  and  cooperation. 


.Respectfijly  submitted. 
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Scott  A.  Seacat 
Legislative  Auditor 
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Report  Summary 


State  Auditor's  Office 


This  report  contains  the  results  of  our  financial-comphance  audit  of  the 
State  Auditor's  OfDce  for  the  two  fiscal  years  ended  June  30,  1998.  We 
issued  a  qualified  opinion  on  the  financial  schedules  presented  in  this 
report  due  to  improper  recording  of  transfers  to  the  General  Fund  and 
not  recording  insurance  deposits  held  in  trust  for  insurance  companies. 
This  means  the  reader  should  use  caution  when  using  the  presented 
financial  information  and  the  supporting  detailed  information  on  the 
Statewide  Budgeting  and  Accounting  System  (SBAS). 


The  report  contains  six  recommendations  directed  to  the  office.  The 
recommendations  relate  to  not  classifying  insurance  and  securities 
settlements  income  properly  and  not  recording  all  income  related  to 
these  settlements  on  the  state's  accounting  records;  not  recording 
insurance  deposits  held  in  custodial  capacity  on  the  state's  accounting 
records;  abating  training  travel  expenditures  rather  than  recording  the 
third  party  reimbursement  as  revenue;  depositing  security  examination 
fees;  incorrect  use  of  revenue  and  expenditure  categories;  inadequate 
segregation  of  duties;  and  the  internal  computer  system  not  reconciling 
with  SBAS.  The  office's  written  response  to  the  audit  begins  on 
pageB-3. 

The  hsting  below  serves  as  a  means  of  summarizing  the 
recommendations  contained  in  the  report,  the  office's  response  thereto, 
and  a  reference  to  the  supporting  comments. 


Recommendation  #  1 


We  recommend  the  office: 

A.  Properly  classify  settlements  in  accordance  with  state  policy. 

Office  Response:  Concur.  See  page  B-3. 

B.  Record  all  settlement  revenue  and  expenditures  not  specific 

to  a  wronged  party  on  the  state's  accounting  records Page  6 

Office  Response:  Do  Not  Concur.  See  page  B-4. 
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Recommendation  #2 


We  recommend  the  office  ensure  all  securities  on  deposit 

are  assigned  to  the  office  and  security  deposits  are  recorded 

on  the  state's  accounting  records  in  accordance  with  law Page  7 


Recommendation  #3 


Recommendation  #4 


Office  Response:  Do  Not  Concur.  See  page  B-5. 

We  recommend  the  office: 

A.  Record  revenue  and  expenditures  related  to  employee 
training  travel  on  the  state's  accounting  records  m 
accordance  with  state  policy. 

Office  Response:  Concur.  See  page  B-5. 

B.  Establish  receivables  for  travel  costs  initially  paid  by 

the  office  and  later  reimbursed  by  a  third  party Page  9 

Office  Response:  Concur.  See  page  B-5. 

We  recommend  the  office: 

A.  Seek  legislation  to  allow  deposit  of  securities  examination 
revenue  in  the  State  Special  Revenue  Fund,  or 

Office  Response:  Concur.  See  page  B-6. 

B.  Request  General  Fund  budget  authority  to  spend 

securities  examination  revenue Page  9 

Office  Response:  Concur.  See  page  B-6. 


Recommendation  #5 


We  recommend  the  office  record  fmancial  information  on  the 

state's  accounting  records  in  accordance  with  state  policy Page  1 1 


Office  Response:  Concur.  See  page  B-6. 


Recommendation  #6 


We  recommend  the  office: 

A.     Adequately  segregate  revenue  collection,  receipt,  and 
recording  duties. 


Office  Response:  Concur.  See  page  B-6. 

B.     Ensure  revenue  recorded  on  the  state's  accounting 

records  is  allocated  to  proper  revenue  classifications Page  12 

Office  Response:  Concur.  See  page  B-6. 
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Introduction 


General 


We  performed  a  financial-compliance  audit  of  the  State  Auditor's  Office 
(ofBce)  for  fiscal  years  1996-97  and  1997-98.  The  objectives  of  our 
audit  were  to: 


1.  Determine  if  the  ofDce  complied  with  applicable  laws  and 
regulations. 

2.  Make  recommendations  for  improvement  in  management  and 
internal  controls  and  fmancial  operations. 

3.  Determine  if  the  office's  fmancial  schedules  present  fairly  the 
results  of  operations  for  the  two  fiscal  years  ended  June  30,  1998. 

4.  Determine  the  implementation  status  of  prior  audit  recom- 
mendations. 

This  report  contains  six  recommendations  to  the  office.  Other  areas  of 
concern  deemed  not  to  have  a  significant  impact  on  the  successfiil 
operations  of  the  programs  within  the  State  Auditor's  Office  are  not 
specifically  included  in  the  report,  but  have  been  discussed  with 
management. 

In  accordance  with  section  5-13-307,  MCA,  we  analyzed  and  disclosed 
the  cost,  if  significant,  of  implementing  the  recommendations. 


Office  Background  and 
Organization 


The  State  Auditor's  Office  (office)  was  established  by  Article  VI, 
section  1  of  the  Montana  Constitution.  The  State  Auditor  is  both  the 
ex-officio  Commissioner  of  Insurance  and  the  ex-officio  Commissioner 
of  Securities.  The  State  Auditor  licenses  and  regulates  insurance 
companies  and  agents  within  the  state,  and  regulates  and  registers 
securities  dealers.  The  State  Auditor  also  serves  as  a  member  of  the 
State  Land  Board  and  the  Crop  Hail  Insurance  Board.  Total  full-time 
equivalents  (FTE)  of  the  office  are  64.  The  office  currently  has  1 1 
exempt  positions. 


The  office  is  organized  as  follows: 

1 .      The  Central  Management  Division  is  responsible  for  the  adminis- 
trative, budgeting,  personnel,  and  accounting  fimctions  of  the 
office.  The  division  also  provides  the  State  Auditor  support  as  he 
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fulfills  his  duties  on  the  State  Land  Board  and  the  Crop  Hail 
Insurance  Board.  (9  FTE) 

2.  The  Insurance  Division  regulates  the  insurance  mdustr\  in 
Montana.  Its  duties  include  resolving  insurance  consumer 
inquiries  and  complaints  mvolving  agents,  coverage,  and 
companies;  licensing  and  reviewing  the  market  and  fmancial 
condition  of  insurance  compames,  collecting  the  msurance 
premium  tax;  reviewing  rates  and  reviewing  and  approving  forms 
used  b\  insurance  companies;  licensing,  testmg.  and  administering 
a  contmumg  education  program  for  all  agents  seekmg  to  conduct 
insurance  busmess  in  the  state;  and  investigating  msurance  code 
and  rule  violations.  (43  FTE) 

3.  The  Securities  Division  is  responsible  for  the  administration  and 
enforcement  of  the  Securities  Act  of  Montana.  The  division  is 
responsible  for  the  registration  of  secunties  issuers,  salespeople, 
mvestment  advisers,  broker-dealers,  and  mvestment  adviser 
representatives.  AdditionalK'.  it  mvestigates  instances  of 
unregistered  or  fraudulent  secunties  transactions.  (12  FTE) 

The  office  is  responsible  for  distnbutmg  a  portion  of  insurance  prermum 
taxes  to  the  Montana  Public  Employees'  Retirement  Di\  ision  and  to  fire 
and  police  departments  in  qualifying  Montana  cities  and  towns.  The 
office  also  distributes  federal  forest  reser\e  monevs  to  Montana 
counties. 
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Prior  Audit  Recommendations 


Prior  Audit  We  performed  the  prior  financial-compliance  audit  of  the  office  for  the 

Recommendations  two  fiscal  years  ended  June  30,  1996.  The  report  contained  three 

recommendations  to  the  office.  During  the  current  audit,  we  determined 
the  office  implemented  all  three  of  the  recommendations. 
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Insurance  and  Securities  Sections  30-10-305  and  33-1-318,  MCA,  allow  the  State  Auditor,  as 

Settlements  Insurance  and  Security  Commissioner,  to  fme  companies  or  individuals 

for  violation  of  insurance  or  securities  laws.  Section  2-4-603,  MCA, 
states  "Unless  precluded  by  law,  informal  disposition  may  be  made  of 
any  contested  case  by  stipulation,  agreed  settlement,  consent  order,  or 
default." 

During  the  audit  period,  we  noted  the  office  entered  into  three  consent 
agreements,  totaling  $370,000,  with  companies  that  the  office  beheved 
had  violated  insurance  or  securities  laws.  The  consent  agreements  do 
not  constitute  admission  by  the  company  of  any  wrong  doing. 
According  to  office  management,  companies  want  to  settle  the  issue 
with  the  office  to  avoid  court  costs  and  a  "fme"  showing  on  the 
company's  record.  Because  there  is  no  fmding  of  wrong  doing  by  the 
company,  sections  30-10-305  and  33-1-318,  MCA,  which  require  fmes 
for  insurance  and  securities  violations  be  deposited  in  the  general  fund, 
do  not  apply.    The  office  and  company  negotiate  the  amount  of  the 
settlement  and  the  use  of  those  flmds.  For  the  three  consent  agreements 
we  reviewed,  the  funds  were  used  for  community  service  purposes. 

The  office  recorded  the  revenue  from  these  settlements  as  Licenses  and 
Permits  on  the  state's  accounting  records.  This  revenue  does  not  meet 
the  definition  of  Licenses  and  Permits  established  in  state  policy. 
According  to  state  policy,  the  revenue  would  be  more  properly  classified 
as  Settlements. 

Additionally,  one  of  the  consent  agreements  noted  above  required  the 
company  to  pay  $10,000  to  a  national  securities  trust  to  be  used  in 
Montana  for  investor  protection  education.  Two  additional  consent 
agreements,  totaling  $23,500,  were  entered  into  by  the  office  subsequent 
to  our  audit  penod.  This  settlement  income  was  used  for  similar 
purposes  as  the  settlements  noted  above,  such  as  for  community  benefits 
and  public  service  announcements.  The  $33,500  in  settlement  income 
from  these  three  consent  agreements  was  not  recorded  on  the  state's 
accounting  records.  In  all  three  instances,  the  company  or  individuals 
made  payment  directly  to  the  trust  or  private  businesses.  According  to 
office  management,  these  companies  may  not  have  been  as  willing  to 
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settle  the  issue,  if  they  were  required  to  pay  the  funds  to  the  office.  The 
office  stated  the  company  or  individual  wants  the  tax  deduction  as  a 
contribution  and  the  positive  publicity  involved  in  handing  the  check  to 
the  private  business. 


The  ofBce  is  involved  in  the  negotiations  of  the  settlements  and  is 
named  in  the  settlement  and  consent  agreements.  Also,  the  settlements 
are  not  specific  to  a  wronged  part\'  and  are  benefiting  the  securities  and 
insurance  industry  and  Montanans,  and  are  consistent  with  the 
regulatory  purpose  of  the  ofQce.  Therefore,  the  office  should  record 
these  settlements  as  revenue  and  expenditures  in  its  accoimting  records. 

Recommendation  #1 

We  recommend  the  office: 

A.  Properly  classify  settlements  in  accordance  with  state  policy. 

B.  Record  all  settlement  revenue  and  expenditures  not  specific  to  a 
wronged  party  on  the  state's  accounting  records. 


Insurance  Security 
Deposits 


Section  33-2-111,  MCA,  states  in  order  for  an  insurer  to  sell  insurance 
in  the  state  of  Montana  it  must  maintain  in  trust  through  the 
Commissioner  of  Insurance  a  deposit  of  cash  or  authorized  securities  as 
outlined  in  state  law.  Section  33-2-606,  MCA,  requires  all  securities 
not  negotiable  by  dehvery  be  assigned  to  the  commissioner.  The 
assignment  of  securities  agreement  assigns  and  transfers  the  securities 
on  deposit  to  the  commissioner  in  trust  for  all  polic\'  holders  and 
creditors  of  the  company.  The  assignment  is  a  complete  transfer  of  the 
securities  to  the  commissioner  as  a  deposit  to  be  held  in  trust.  The 
securities  are  issued  in  the  name  of  the  insurer  that  provided  the  security 
for  deposit.  The  insurer's  rights  are  assigned  to  the  state  of  Montana 
through  an  assignment  of  security  agreement  between  the  office,  insurer, 
and  trust.  In  order  to  remove  or  exchange  any  securitv'  on  deposit,  the 
insurer  must  receive  authorization  from  the  office  and  the  trust.  The 
office  does  not  record  the  securit\'  deposits  on  the  state's  accounting 
records. 
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"Property  held  in  trust"  identifies  the  value  assigned  to  property  held  by 
the  state  in  a  trustee,  custodial  or  fiduciary  capacity.  Section  17-1-102, 
MCA,  requires  all  state  agencies  to  record  all  financial  transactions  on 
the  state's  accounting  records  in  accordance  with  generally  accepted 
accounting  principles.  According  to  office  management,  the  market 
value  of  the  deposits  assigned  to  the  office  at  June  30,  1998  is 
approximately  $12.8  million.  Because  the  office  does  not  record  the 
security  deposits  as  "property  held  in  trust"  on  the  state's  accounting 
records,  assets  and  Uabilities  are  understated  by  $12.8  milhon  at 
June  30, 1998.  This  resulted  in  a  qualification  of  the  Independent 
Auditor's  Report  beginning  on  page  A-3. 

Office  management  stated  these  deposits  are  not  the  property  of  the 
state  of  Montana  and  should  not  be  recorded  on  the  state's  accounting 
records.  Because  these  securities  are  held  by  the  commissioner  in  a 
fiduciary  capacity  and  are  assigned  to  the  office,  they  should  be  recorded 
as  "property  held  in  trust"  on  the  state's  accounting  records. 

In  addition,  we  reviewed  five  insurer  deposits  for  proper  assignment  and 
noted  one  was  not  assigned  to  the  office  in  accordance  with  state  law. 
Office  personnel  stated  the  insurer  had  replaced  the  existing  security 
with  a  new  security  and  the  office  overlooked  having  the  insurer 
complete  a  new  assignment  agreement.  The  office  should  review  its 
procedures  regarding  assignment  of  securities  and  ensure  all  securities 
are  assigned  to  the  office  in  accordance  with  state  law. 

Recommendation  #2 

We  recommend  the  office  ensure  all  securities  on  deposit  are 
assigned  to  the  office  and  security  deposits  are  recorded  on  the 
state's  accounting  records  in  accordance  with  law. 
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Proper  Recording  of 
Financial  Transactions 
on  the  State's 
Accounting  Records 


Section  17-1-102,  MCA,  requires  all  state  agencies  to  record  all 
financial  transactions  on  the  state's  accounting  records  in  accordance 
with  generally  accepted  accounting  principles  (GAAP).  The 
Department  of  Administration,  Accounting  and  Management  Support 
Division,  has  adopted  state  accounting  policies  which  comply  with 
GAAP.  Accounting  for  fmancial  activity  in  accordance  with  these 
requirements  improves  the  quality,  consistency,  and  comparability  of  the 
resulting  fmancial  information  among  state  agencies.  It  also  ensures 
that  revenue  and  expenditures  are  properly  and  consistently  measured 
withm  each  fiscal  year.  We  noted  the  following  mstances  where  the 
office  did  not  record  fmancial  activity  in  accordance  with  state  poHcy. 


Abatement  of  Training 
Travel  Expenses 


The  North  American  Securities  Administrators'  Association  (NASAA) 
and  the  National  Association  of  Insurance  Commissioners  (NAIC)  pay 
all  or  a  portion  of  employee  travel  costs  for  attending  NASAA  and 
NAIC  trairung  courses.  The  office  or  the  employee  mitially  pays  for  the 
training  costs  and  later  receives  reimbursement  fi^om  the  organization. 


When  the  office  receives  reimbursement,  it  abates  or  reduces  the 
expenditures  initially  recorded  rather  than  recording  revenue  and 
expenditures  for  the  training  costs.  State  policy  allows  expenditure 
abatements  for  specific  items  which  are  nonrecurring  and  nonroutine  in 
nature.  Since  office  employees  attend  the  traming  courses  as  part  of 
their  jobs,  state  policy  requires  these  expenditures  and  the  related 
revenue  be  recorded  on  the  state's  accounting  records.  As  a  result, 
revenue  and  expenditures  are  understated  by  $6,734  and  $3,442, 
respectively,  in  fiscal  years  1996-97  and  1997-98.  We  were  unable  to 
determine  the  amount  of  unrecorded  revenue  and  expenditures  related  to 
some  of  the  training,  since  employees  were  reimbursed  directly  for 
training  costs. 

The  office  began  tracking  the  initial  airline  ticket  purchases  at  fiscal 
year-end  1997-98,  to  ensure  the  office  received  reimbursement  fi-om  its 
employees  and  noted  one  employee  had  not  reimbursed  the  state  for  an 
airline  ticket  purchased  approximately  one  year  ago.  The  employee 
subsequently  requested  reimbursement  fi^om  NASAA  and  reimbursed 
the  state. 
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Recommendation  M3 
We  recommend  the  office: 

A.  Record  revenue  and  expenditures  related  to  employee  training 
travel  on  the  state's  accounting  records  in  accordance  with 
state  policy. 

B.  Establish  receivables  for  travel  costs  initially  paid  by  the  office 
and  later  reimbursed  by  a  third  party. 


Security  Examinations  State  law  requires  the  ofDce  to  conduct  examinations  of  securities 

companies  conducting  business  in  the  state  of  Montana.  During  the 
previous  audit,  we  noted  the  ofBce  abated  the  expenditures  related  to 
securities  examinations.  In  fiscal  year  1997-98,  the  office  received  State 
Special  Revenue  Fund  budget  authority  of  $10,000  through  Chapter 
55 1,  Session  Laws  of  1997,  to  record  the  securities  examination  costs 
on  the  state's  accounting  records. 

Section  30-10-1 15,  MCA,  requires  the  office  deposit  all  moneys 
received  for  securities  examinations  in  the  General  Fund.  In  fiscal  year 
1997-98,  the  ofiQce  deposited  securities  examination  revenue  of  $23,462 
in  the  State  Special  Revenue  Fund.  Office  management  stated  the 
security  examination  activity  was  recorded  in  the  State  Special  Revenue 
Fund,  since  that  is  where  they  received  budget  authority.  Under 
generally  accepted  accounting  principles,  costs  should  be  recorded 
where  the  corresponding  revenue  is  recorded.  The  office  transferred  the 
excess  of  approximately  $14,000  in  revenue  received  over  securities 
examination  costs  to  the  General  Fimd  in  accordance  with  section 
30-10-115,  MCA. 


Recommendation  #4 
We  recommend  the  office: 

A.  Seek  legislation  to  allow  deposit  of  securities  examination 
revenue  in  the  State  Special  Revenue  Fund,  or 

B.  Request  General  Fund  budget  authority  to  spend  securities 
examination  revenue. 
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Incorrect  Use  of  Revenue 
and  Expenditure  Categories 


As  stated  previously,  the  Department  of  Administration,  Accounting 
and  Management  Support  Division,  has  estabhshed  state  policy  for 
recording  fmancial  activity  on  the  state's  accounting  system.  This 
includes  establishing  and  defining  the  various  revenue  and  expenditure 
categories  for  agencies  to  use  when  recording  fmancial  activity.  We 
noted  the  following  instances  where  the  office  did  not  use  the  proper 
category  as  defmed  in  state  policy. 


Residual  Equity  Transfers 


Section  30-10-1 15,  MCA,  requires  the  office  record  security  portfolio 
registration  fees  in  the  State  Special  Revenue  Fund.  These  fimds  may 
be  used  to  defray  the  expenses  of  the  office  in  discharging  its 
administrative  and  regulatory  powers  and  duties  in  relation  to  portfolio 
registrations.  Any  excess  security  portfolio  registration  fees  must  be 
deposited  in  the  General  Fund. 


In  accordance  with  state  law,  the  office  transferred  the  excess  security 
portfolio  registration  fees  to  the  General  Fund.  These  transfers  are 
normally  made  on  a  monthly  basis.  The  office  recorded  transfers  to  the 
General  Fund  from  the  State  Special  Revenue  Fund  usmg  residual 
equity  transfers  rather  than  budgeted  transfers.  State  policy  defmes 
residual  equity  transfers  as  identifying  the  amount  of  nonrecurring  or 
nonroutine  transfers  of  equity  between  accounting  entities.  It  further 
defmes  budgeted  transfers  as  identifying  amounts  transferred  into  or 
from  one  accounting  entit>'  to  another  accounting  entity. 

As  a  result,  residual  equity  transfers  are  overstated  by  $2,3 13,726  and 
$1,816,225  in  fiscal  years  1996-97  and  1997-98,  respectively,  and 
budgeted  transfers  are  understated  by  the  same  amounts  on  the  state's 
accounting  records.  This  resulted  in  a  qualification  of  the  Independent 
Auditor's  Report  beginning  on  page  A-3. 


Prior  Year  Revenue 
Adjustment 


The  office  receives  insurance  premium  taxes  from  insurance  companies 
transacting  business  in  the  state  of  Montana.  Insurance  companies  pay 
estimated  premium  taxes  on  a  quarterly  basis.  This  can  result  in 
overpayment  of  premium  taxes  by  insurance  companies.  The  office 
either  refunds  the  overpayment  to  the  insurance  company  or  applies  the 
excess  premium  tax  to  the  next  year's  taxes  for  the  insurance  company. 
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At  the  end  of  each  fiscal  year,  the  ofBce  estabhshes  a  liability  for  the 
amount  of  overpayments  by  insurance  companies. 

In  fiscal  year  1996-97,  the  office  properly  reversed  the  habihty 
transaction;  however,  the  office  used  a  prior  year  revenue  adjustment 
category  as  part  of  the  transaction.  Due  to  the  nature  of  the  transaction, 
the  office  should  have  used  current  year  revenue  as  the  offset  to  the 
Uabihty.  As  a  result,  prior  year  revenue  adjustments  are  overstated  by 
$853,232  and  current  year  revenue  is  understated  by  the  same  amount  in 
fiscal  year  1996-97  in  the  General  Fund.  Office  management  stated  the 
use  of  the  wrong  revenue  category  was  human  error. 

Recommendation  #5 

We  recommend  the  office  record  financial  information  on  the 

state's  accounting  records  io  accordance  with  state  policy. 


Revenue  Collection 
Procedures 


Segregation  of  Duties 


The  office  uses  a  computerized  revenue  receipting  system  to  classify 
securities,  insurance,  and  other  revenue  received  by  type  of  revenue. 
Central  services  personnel  enter  each  receipt  in  the  receipting  system 
and  record  total  daily  receipts  as  uncleared  collections  on  the  Statewide 
Budgeting  and  Accounting  System  (SBAS).  Program  personnel  then 
access  the  receipting  system  and  using  the  documentation  submitted 
with  the  payment,  classify  each  receipt  according  to  type  of  revenue.  A 
report  is  generated  monthly  that  identifies  total  revenue  by  type.  Central 
services  personnel  use  this  report  to  transfer  uncleared  collections  into 
the  appropriate  revenue  classification  on  SBAS.  We  noted  the 
following  issues  related  to  the  office's  revenue  collection  procedures. 

One  employee  opens  the  mail,  endorses  the  checks,  stamps  the  check 
and  documentation  with  receipt  number,  enters  information  on  the 
receipting  system,  prepares  the  deposit  slip  and  related  SBAS  document, 
and  deposits  the  fionds  with  the  State  Treasurer.  State  pohcy  requires  no 
one  person  perform  incompatible  fimctions.  Incompatible  fimctions 
place  an  employee  in  a  position  to  perpetrate  and  conceal  errors  and 
irregularities  in  the  normal  course  of  their  duties.  Incompatible 
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functions  have  been  defined  by  state  policy  as  record  keeping, 
authorization,  operations,  and  custodianship. 

During  the  previous  audit  of  the  office,  we  noted  the  revenue  collection 
duties  were  adequately  segregated.  When  we  inquired  why  the  office 
changed  procedures,  office  management  stated  they  reallocated  job 
duties  between  two  positions,  since  its  employees  were  more 
experienced  in  their  job  duties.  This  shift  in  job  duties  resulted  in 
inadequate  segregation  of  duties. 


Reconciliation  of  Internal  The  ofiQce  completes  a  monthly  reconcihation  of  its  internal  computer 

System  and  SBAS  system  and  SBAS.  The  classifications  of  revenue  codes  fi-om  the 

internal  system  are  used  to  record  the  revenue  on  SBAS.  We  reviewed 
the  reconciliation  at  June  30,  1 998  and  noted  a  net  difference  of 
$5 1 ,046.  Office  personnel  could  not  explain  this  difference.  Since  the 
revenue  is  deposited  in  the  State  Treasury,  total  revenue  on  SBAS  is 
accurate  for  the  office;  however,  revenue  may  not  be  recorded  in  the 
proper  revenue  classification.  Office  management  stated  its  internal 
system  is  not  reliable  in  computing  the  allocation  of  revenue  between 
classifications.  Office  management  stated  they  are  currently  working  on 
implementing  a  new  computer  system  for  recording  the  receipt  of 
revenue  and  allocating  revenue  into  the  proper  revenue  classifications. 

Recommendation  #6 
We  recommend  the  office: 

A.  Adequately  segregate  revenue  coiiection,  receipt,  and 
recording  duties. 

B.  Ensure  revenue  recorded  on  the  state's  accounting  records  is 
allocated  to  proper  revenue  classifications. 
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LEGISLATIVE  AUDIT  DIVISION 


Scott  A.  Seacat,  Legislative  Auditor 

John  W.  Northey,  Legal  Counsel 

Tori  Hunlhausen.  IT  &  Operations  Manager 


Deputy  Legislative  Auditors: 

Jim  Pellegrini,  Performance  Audit 

James  Gillett,  Financial-Compliance  Audit 


INDEPENDENT  AUDITOR'S  REPORT 


The  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 

We  have  audited  the  accompanying  Schedules  of  Changes  in  Fund  Balances,  Schedules  of  Total  Revenues  & 
Transfers-In,  and  Schedules  of  Total  Expenditures  &  Transfers-Out  of  the  State  Auditor's  Office  for  each  of 
the  two  fiscal  years  ended  June  30,  1997  and  June  30,  1998.  The  information  contained  in  these  fmancial 
schedules  is  the  responsibility'  of  the  office's  management.  Our  responsibility  is  to  express  an  opmion  on 
these  financial  schedules  based  on  our  audit. 

We  conducted  our  audit  m  accordance  with  generally  accepted  auditing  standards.  Those  standards  require 
that  we  plan  and  perform  the  audit  to  obtain  reasonable  assurance  about  whether  the  fmancial  schedules  are 
free  of  material  misstatement    An  audit  includes  examining,  on  a  test  basis,  evidence  supporting  the  amounts 
and  disclosure  in  the  fmancial  schedules.  An  audit  also  includes  assessing  the  accounting  principles  used  and 
significant  estimates  made  by  management,  as  well  as  evaluating  the  overall  fmancial  schedule  presentation. 
We  believe  that  our  audit  provides  a  reasonable  basis  for  our  opinion. 

As  described  m  note  1 ,  the  fmancial  schedules  are  presented  on  a  comprehensive  basis  of  accounting  other 
than  generally  accepted  accounting  principles.  The  schedules  are  not  intended  to  be  a  complete  presentation 
and  disclosure  of  the  office's  assets  and  liabilities. 

The  office  recorded  transfers  to  the  General  Fund  from  the  Special  Revenue  Fund  using  Residual  Equity 
Transfers  rather  than  Budgeted  Transfers-ln  and  Budgeted  Transfers-Out,  in  accordance  with  state  policy. 
As  a  result.  Cash  Transfers  are  overstated  by  $2,313,726  and  $1,816,225  in  fiscal  years  1996-97  and  1997- 
98,  respectively,  on  the  Schedules  of  Changes  in  Fimd  Balances  and  Budgeted  Transfers-ln  and  Budgeted 
Transfer-Out  are  imderstated  by  the  same  amounts  on  the  Schedules  of  Total  Revenues  &  Transfers-ln  and 
Schedules  of  Total  Expenditures  &  Transfers-Out. 

As  of  June  30,  1998,  insurance  deposits  totaling  $12,857,863,  were  not  recorded  on  the  state's  accounting 
records  as  Property  Held  in  Trust  in  the  Agency  Fund.  Since  these  deposits  are  held  in  trust  for  the  insurance 

Page  A-3 


Room  135,  State  Capitol  Building,  PO  Box  201705    Helena  MT  59620-1705 
Phone  (406)  444-3122     FAX  (406)  444-9784      E-Mail  lad@state.mt.us 


companies  by  the  office  for  the  company  to  operate  in  the  state  of  Montana,  state  poUcy  requires  the  deposits 
be  recorded  on  the  state's  accounting  records.  As  a  result.  Property  Held  in  Trust  is  understated  by 
$12,857,863  m  the  Agency  Fund  on  the  Schedule  of  Changes  in  Fund  Balances  for  the  fiscal  year  ended 
June  30,  1998.  At  June  30,  1997,  Property  Held  in  Trust  is  understated  by  a  similar  amount.  Also,  additions 
and  reductions  to  Property  Held  in  Trust  are  misstated  by  the  amount  of  deposits  received  and  disbursed 
during  fiscal  years  1996-97  and  1997-98.  It  was  not  practical  for  us  to  obtain  the  actual  amount  of  additions 
and  reductions  for  fiscal  years  1996-97  and  1997-98  or  the  amount  of  Propert>'  Held  in  Trust  at  June  30, 
1997,  but  we  believe  the  amounts  are  material. 

In  our  opinion,  except  for  the  effects  of  the  matters  discussed  in  paragraphs  four  and  five,  the  fmancial 
schedules  referred  to  above  present  fairly,  in  all  material  respects,  the  results  of  operations  and  changes  in 
fund  balances  of  the  State  Auditor's  Office  for  the  two  fiscal  years  ended  June  30,  1997  and  1998,  in 
conformity  with  the  basis  of  accounting  described  in  note  I. 


Respectfully  submitted, 


1 


James  Gillett.  CPA 
Deputy  Legislative  Auditor 


September  29, 1998 
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Notes  to  the  Financial  Schedules 

For  the  Two  Fiscal  Years  Ended  June  30,  1998 


Summary  of  Significant 
Accounting  Policies 

Basis  of  Accounting 


The  office  uses  the  modified  accrual  basis  of  accounting,  as  defined  by 
state  accounting  pohcy,  for  its  Governmental  Funds.  In  applying  the 
modified  accrual  basis,  the  office  records: 


Basis  of  Presentation 


Revenues  when  it  receives  cash  or  when  receipts  are  measurable 
and  available  to  pay  current  period  liabilities. 

Expenditures  for  vahd  obligations  when  the  office  incurs  the 
related  liability  and  it  is  measurable,  with  the  exception  of  the  cost 
of  employees'  annual  and  sick  leave.  State  accounting  policy 
requires  the  office  to  record  the  cost  of  employees'  annual  leave  and 
sick  leave  when  used  or  paid. 

Expenditures  and  expenses  may  include:  entire  budgeted  service 
contracts  even  though  the  office  receives  the  services  in  a  subsequent 
fiscal  year;  goods  ordered  with  a  purchase  order  before  fiscal  year-end, 
but  not  received  as  of  fiscal  year-end;  and  equipment  ordered  with  a 
purchase  order  before  fiscal  year-end. 

The  financial  schedule  format  is  in  accordance  with  the  policy  of  the 
Legislative  Audit  Committee.  The  financial  schedules  are  prepared 
fi-om  the  transactions  posted  to  the  Statewide  Budgeting  and  Accounting 
System  (SBAS)  without  adjustment,  except  for  the  reclassification  of 
agency  fimd  activity  in  fiscal  year  1996-97.  Consequently,  these 
schedules  do  not  agree  in  all  cases  to  final  SBAS  summary  reports.  The 
reclassification  is  explained  in  note  3. 

Accounts  are  organized  in  funds  according  to  state  law.  The  office  uses 
the  following  funds: 
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Governmental  Funds 


General  Fund  -  to  account  for  all  financial  resources  except  those 
required  to  be  accounted  for  in  another  fund.  Beginning  in  fiscal  year 
1997-98  the  Firemen's  and  Municipal  Police  Officers'  Pension  Tax  and 
Insurance  Premiums  are  recorded  in  this  fund. 


Special  Revenue  Fund  -  to  account  for  proceeds  of  specific  revenue 
sources  legally  restricted  to  expenditures  for  specific  purposes.    The 
office's  Special  Revenue  Fund  includes  Insurance  and  Security  Division 
activity  such  as  the  Seciuities  and  Insurance  Examination  Fees, 
Insurance  Industry  Continuing  Education  Program,  and  Securities 
Portfolio  Registration  Program.  Also  recorded  in  the  office's  Special 
Revenue  Fund  is  the  receipt  and  disbursement  of  Federal  Forest  Reserve 
Fimds  to  Montana  counties  and  private  funds  received  from  securities 
and  msurance  settlements. 


General  Fund  Balances 


The  negative  fiuid  balance  in  the  General  Fund  does  not  indicate 
overspent  appropriation  authority.  The  General  Fund  is  a  statewide 
fiind.  Each  agency  does  not  have  a  separate  General  Fund  since  its  only 
authority  is  to  pay  obligations  fi"om  the  statewide  General  Fund  within 
its  appropriation  limits.  Each  agency  receives  cash  or  other  assets  fi"om 
the  statewide  fund  when  it  pays  General  Fund  obligations.  For  the  fiscal 
year  ended  June  30,  1998,  the  office's  assets  exceed  outstanding 
liabilities,  which  resulted  in  a  positive  ending  fimd  balance.  For  the 
fiscal  year  ended  June  30,  1997,  the  office's  outstanding  liabilities 
exceed  the  assets  the  agency  has  placed  in  the  fund,  resulting  in  a 
negative  ending  fund  balance. 


Agency  Fund 
Reclassification 


The  office  receives  Federal  Forest  Reserve  Funds  fi'om  the  U.S. 
Department  of  Agricultiu-e  (CFDA  10.665).  This  revenue  is  derived 
from  timber  proceeds  and  use  fees  collected  by  the  federal  government 
for  National  Forest  Land  in  Montana.  The  office  distributes  these  funds 
and  related  interest  earnings  to  Montana  counties  in  accordance  with 
section  17-3-212,  MCA. 


In  fiscal  year  1996-97,  the  office  recorded  the  receipt  and  disbursement 
of  $9,470,780  in  an  Agency  Fund.  In  fiscal  year  1997-98,  this  activity 
was  appropriately  accounted  for  in  the  Special  Revenue  Fund.  In  order 
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to  properly  reflect  the  receipt  and  subsequent  disbursement  of  the 
federal  forest  reserve  funds  for  fiscal  year  1996-97,  the  activity  has  been 
reclassified  on  the  office's  financial  schedules  and  reported  in  the 
Special  Revenue  Fund. 


Pension  Adjustment  for 
Retired  Firemen  Program 


During  the  1997  Legislative  Session,  section  19-13-1006,  MCA,  was 
repealed.  This  section  related  to  supplemental  payment  for  persons 
retiring  before  July  1,  1973.  As  a  result,  the  pension  adjustment  for 
Retired  Firemen  Program  was  eliminated  in  fiscal  year  1997-98. 


Firemen  and  Police 
Retirement  Activity 


Beginning  in  fiscal  year  1997-98,  the  Firemen  and  Police  Retirement 
activity  moved  fi^om  the  Special  Revenue  Fund  to  the  General  Fund  in 
accordance  with  changes  in  state  law  during  the  1997  Legislative 
Session.  The  retirement  benefits  are  based  on  a  fiscal  year,  whereas 
related  revenue  is  collected  on  a  calendar  year  basis.  The  Cash 
Transfers  and  Direct  Entries  to  Fund  Balance  amounts  for  fiscal  year 
1997-98  in  the  General  Fund  and  Special  Revenue  Fund  relate  to  the 
transferring  of  this  activity.  In  addition,  the  increase  in  revenue  and 
expenditure  activity  in  the  General  Fund  for  fiscal  year  1997-98  is  a 
result  of  the  transfer  of  this  activity  fi-om  the  Special  Revenue  Fund  to 
the  General  Fund. 


6.        Cash  Transfers  Out 


In  addition  to  the  Firemen  and  Police  Retirement  activity  discussed  in 
note  5,  the  Cash  Transfers  Out  amounts  include  approximately 
$29  miUion  in  fiscal  year  1996-97  and  $26  million  m  fiscal  year  1997- 
98  of  excess  revenue  collected  by  the  office  and  deposited  in  the  General 
Fund.  The  Cash  Transfer  amounts  also  include  $2,3 13,726  and 
$1,816,225  m  fiscal  years  1996-97  and  1997-98,  respectively,  of 
Residual  Equit>'  Transfers  which  should  have  been  recorded  as 
Budgeted  Transfers-In  and  Budgeted  Transfers-Out. 
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STATE  AUDITOR 

STATE  OF  MONTANA 


MarkO'Keefe  P^^^^^SI  commissioner  of  insurance 

STATE  AUDITOR  V^^^^^^'  COMMISSIONER  OF  SECURITIES 


December  4,  1998  -     v-,,„. 

DEC-A\99B     ^ 

Mr.  Scott  A.  Seacat  '  '~         "    '■"■         ^ 

Legislative  Auditor  u  ''      ^ 

Office  of  the  Legislative  Auditor 
State  Capitol 
P.O.  Box  201705 
Helena,  MT  59620-1705 

Dear  Mr.  Seacat: 

We  have  reviewed  your  financial  compliance  audit  for  the  two  fiscal  years  ending  June 
30,  1998.  Our  response  to  each  audit  recommendation  follows: 

Recommendation  #1: 

We  recommend  the  office: 

A.  Properly  classify  settlements  in  accordance  with  state  policy. 

B.  Record  all  settlement  revenue  and  expenditures  not  specific  to  a  wronged  party 
on  the  state's  accounting  records. 

Agency  Response: 

We  concur  with  the  Legislative  Auditor's  recommendation  #1A  that  revenue  from 
settlements,  which  this  office  previously  recorded  as  "Licenses  and  Permits"  on  the 
state's  accounting  records,  "would  now  be  more  properly  classified  as  "Settlements." 
However,  since  the  category  of  "Settlements"  is  a  new  one  created  by  the  Department 
of  Administration  after  the  events  described  in  the  Legislative  Auditor's  report,  we 
disagree  with  the  implication  on  page  v  of  the  report  that  this  office  was  "not  classifying 
insurance  and  securities  settlement  income  properly  .  .  .  ."  All  settlements  entered  into 
by  the  State  Auditor  involving  payments  to  or  through  the  State  of  Montana  have  been 
recorded  on  the  state's  accounting  system.  The  Department  of  Administration  created 
a  new  settlements  revenue  category  on  November  5,  1998,  and  remaining  settlement 
proceeds  have  now  been  transferred  to  that  code. 
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As  noted  by  the  Legislative  Auditor,  three  settlements  totaling  $33,500,  and  involving 
direct  payments  from  the  settling  party  to  entities  outside  of  state  government,  were  not 
recorded  on  the  state  accounting  system.   However,  all  settlement  documents  are 
public  documents  and  are  available  in  the  State  Auditor's  Office. 

We  disagree  with  the  Legislative  Auditor's  recommendation  #1B  that  this  office  should 
record  all  so-called  settlement  revenue  and  expenditures  "not  specific  to  a  wronged 
party"  on  the  state's  accounting  records.  The  Legislative  Auditor's  staff  base  their 
recommendation  upon  the  incorrect  presumption  that  the  Commissioner  controls 
settlement  terms  and  also,  therefore,  any  financial  transaction  resulting  from  those 
settlement  terms.  The  Legislative  Auditor's  staff  made  clear  in  discussions  that  their 
recommendation  #1B: 

(1 )  reaches  all  such  resolutions  of  regulatory  disputes,  even  those 
involving  no  legal  proceedings  whatsoever;  and 

(2)  reaches  all  financial  or  other  benefits  of  such  regulatory 
resolutions,  even  when  no  revenue  whatsoever  comes  to  or 
through  this  office;  and 

(3)  subjects  all  negotiations  by  the  elected  State  Auditor  in  such  cases 
to  separate  approval  or  veto  by  the  Governor's  budget  director  as 
non-budgeted  expenditures. 

We  believe  that  such  an  expansive  recommendation  will  needlessly  and  seriously 
impede  regulation  by  any  state  agency  negotiating  a  resolution  to  benefit  Montana 
consumers  in  general:  whenever,  for  instance,  an  insurance  or  mining  or  utility 
company  agrees  to  fund  corrective  measures  such  as  technology  upgrades,  staff 
training,  rate  adjustments,  consumer  arbitration,  or  consumer  education;  whenever  a 
state  agency  must  track,  first  as  revenues  and  then  as  expenditures,  financial 
transactions  occurring  wholly  between  non-go vernmenfa/ entities;  and  whenever,  for 
example,  the  Commissioner  signs  a  national  class-action  settlement  which,  through 
private  financial  transactions  occurring  wholly  outside  the  state,  benefits  Montanans 
substantially  but  over  which  he  had  little  or  no  negotiating  role. 

We  believe  the  Legislative  Auditor's  recommendation  places  an  impossible  burden  on 
agencies  and  adds  meaningless  numbers  to  the  accounting  system.  For  example,  in 
addition  to  obtaining  (and  recording  as  revenue  on  the  state's  accounting  system)  a 
$210,000  payment  as  part  of  his  Washington  National  settlement,  the  Commissioner 
also  obtained  the  company's  agreement  to  dedicate  claims-handling  staff  and  additional 
telephone  capacity  to  answering  Montana  complaints.  The  Legislative  Auditor's 
recommendation  would  require  this  office  to  estimate  the  dollar  value  of  such 
transactions  and  then  record  it  (when?  on  a  cash  basis?  on  an  accrual  basis?)  as  state 
revenue  and  state  expenditures. 


Recommendation  #2: 

We  recommend  the  office  ensure  all  securities  on  deposit  are  assigned  to  the  office 
and  security  deposits  are  recorded  on  the  state's  accounting  records  in  accordance  with 
law. 
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Agency  Response: 

We  do  not  concur.  We  disagree  with  the  Legislative  Auditor's  conclusions  but  will 
comply  with  his  recommendation.   Montana  law  already  requires  the  Commissioner  to 
keep  his  own  record  of  insurance  company  deposits,  and  we  believe  that  the  Legislative 
Auditor's  recommendation  imposes  unnecessary,  duplicative  accounting  duties  that  no 
other  insurance  regulator  in  the  nation  performs.  Moreover,  the  Legislative  Auditor 
recommends  that  this  office  "ensure  all  securities  on  deposit  are  assigned  to  the  office," 
while  Montana  law  only  requires  the  Commissioner  to  obtain  such  assignments  for  non- 
negotiable  securities. 

Finally,  the  Legislative  Auditor  concludes  on  the  basis  of  Montana  law  that  the 
Commissioner  holds  all  insurance  company  deposits  (including  cash  and  negotiable 
securities,  neither  of  which  need  be  assigned)  in  a  fiduciary  capacity  and  thus  must 
record  such  deposits  on  the  state's  accounting  records  as  "Property  held  in  trust." 
None  of  the  Montana  statutes  cited  by  the  Legislative  Auditor  have  changed  since 
1979,  yet  the  Legislative  Auditor  has  never  previously  criticized  the  Commissioner's 
method  of  accounting  for  insurance  company  deposits.  In  fact,  the  Legislative  Auditor's 
December  1994  financial-compliance  audit  properly  recommended  (and  this  office 
implemented)  changes  regarding  assignments  of  non-negotiable  securities  but  never 
suggested,  even  by  implication,  that  the  Commissioner  should  be  recording  insurance 
company  deposits  on  the  state's  accounting  system  as  well  as  his  own. 

We  believe  that  the  Legislative  Auditor's  conclusion  and  recommendation  mistakenly 
expose  the  State  Auditor  to  new  fiduciary  liabilities  for  unassigned  deposits  actually 
entrusted  under  Montana  law  to  qualified  financial  institutions  contracting  as  trustees 
and  charging  insurance  companies  for  custodial  and  administrative  expenses. 

Recommendation  #3: 

We  recommend  the  office: 

A.  Record  revenue  and  expenditures  related  to  employee  training  travel  on  the 
state's  accounting  records  in  accordance  with  state  policy. 

B.  Establish  receivables  for  travel  costs  initially  paid  by  the  office  and  later 
reimbursed  by  a  third  party. 

Agency  Response: 

We  concur.  We  have  written  an  internal  policy  memo  to  staff  clarifying  the  procedure 
for  NASAA  and  NAIC  reimbursed  travel.  The  office  has  established  receivables  for 
travel  costs  initially  paid  by  the  office  that  will  be  later  reimbursed  by  a  third  party. 

We  wish  to  note  that  this  office  raised  the  issue  of  abating  travel  expenses  with  the 
Legislative  Auditor's  Office  during  our  audit  four  years  ago.  At  that  time  it  was 
determined  that  abatement  of  travel  expenses  reimbursed  by  NASAA  and  NAIC  was 
the  proper  procedure.  We  recognize  that  policies  change  and  we  have  changed  our 
procedures  to  comply.  p^     g_g 


Recommendation  #4: 

We  recommend  the  office: 

A.  Seek  legislation  to  allow  deposit  of  securities  examination  revenue  in  the  State 
Special  Revenue  Fund,  or 

B.  Request  General  Fund  budget  authority  to  spend  securities  examination 
revenue. 

Agency  Response: 

We  concur.  We  will  seek  legislation  to  allow  deposit  of  securities  examination  revenue 
in  the  State  Special  Revenue  Fund. 

Recommendation  #5: 

We  recommend  the  office  record  financial  information  on  the  state's  accounting  records 
in  accordance  with  state  policy. 

Agency  Response: 

We  concur.  We  have  had  discussions  with  the  Department  of  Administration, 
Accounting  Division  and  the  Office  of  Budget  and  Program  Planning  and  have 
implemented  a  non-budgeted  transfer  to  transfer  Portfolio  revenue  to  the  General  Fund. 
This  transfer  will  be  done  on  a  regular  basis. 

We  wish  to  note  that  this  office  discussed  this  issue  with  the  Department  of 
Administration,  Accounting  Division,  prior  to  this  audit.   Because  the  State  Auditor's 
office  did  not  have  transfer  authority  within  its  budget,  a  decision  to  continue  residual 
equity  transfers  through  the  biennium  was  agreed  upon.     Due  to  the  findings  of  the 
Legislative  Auditor's  audit,  this  issue  was  revisited  and  the  non-budgeted  procedure 
was  recommended. 

We  have  taken  steps  to  correct  the  manner  in  which  the  premium  tax  liability  is 
recorded. 

Recommendation  #6: 

We  recommend  the  office: 

A.  Adequately  segregate  revenue  collection,  receipt,  and  recording  duties. 

B.  Ensure  revenue  recorded  on  the  state's  accounting  records  is  allocated  to  proper 
revenue  classifications. 

Agency  Response: 

We  concur.  Job  duties  have  been  reassigned  to  adequately  segregate  revenue 
collection,  receipt  and  recording  duties. 

Revenue  is  balanced  to  SBAS  on  a  monthly  basis.  All  revenue  has  been  accounted  for 
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and  deposited.  We  believe  that  revenue  has  been  properly  allocated  to  revenue 
classifications.  The  office  will  implement  in  FY99  a  new  internal  computer  system  that 
will  be  able  to  reconcile  to  SBAS. 

I  would  like  to  thank  your  staff  for  their  time  and  effort  during  this  audit.  They  were  very 
helpful  addressing  issues  that  concerned  my  staff  and  pointing  out  areas  that  need 
improvement. 

Sincerely, 


Mark  O'Keefe 
State  Auditor 

MOK/jhn 
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